Promenade |
1200 Peachtree St., N.E.
October 6, 1997 Atlanta, GA 30309
Jim Liewellyn, Esquire
BellSouth Corporation
Campanile Building
1155 Peachtree Street N.E.

Atlanta, Georgia 30309
Via FAX

Dear Mr. Llewellyn:

In reference to Mike Tanner’s phone call this afternoon, AT&T would like to view
all documents that BellSouth contends are available for public inspection that are
discussed in the Cochran affidavit. In particular, AT&T would like to see all documents
discussed in paragraph 23 of the Cochran affidavit: “all transactions between BST and
BSLD . . . have beenreduced to writing and made available for public inspection.” See
also Cochran affidavit § 19. Although AT&T believes that the documents discussed in
paragraph 25, “all transactions involving joint marketing of services provided by BST to
BSLD, or vice versa,” are a subset of the documents referenced in paragraph 23, to the

extent that BellSouth is referring to additional documents, AT&T also wishes to view
these documents.

Please contact me if we will be unable to view these documents at 10 A.M. on

October 7 at BellSouth Center, 675 West Peachtree Street, NE, Atlanta, Georgia, or if
you have any additional questions.

Sincerely,

Patricia McFarland
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NATIONAL ASSOCIATION OF
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there is a significant difference between discovery and auditing. The brief
points out that the PSC internal procedures clearly distinguishes auditing from
discovery and excludes auditors from the discovery process.

On July 19, 1993, Commissioner Clark held a "status" meeting in Docket No.
920160-TL. At this meeting all past due and incomplete responses to staff audit
Tequests were addressed. New due dates were established. In response to a Company
motion for more time to respond to audit requests, Commissioner Clark ruled that
a fifteen day turnaround time is appropriate recognizing the complexity of this
audit. The Commissioner made it clear that this was an audit not subject to
discovery rules and the fifteen days was unique to this audit. :

On August 27, 1993, Commissioner Clark held a second "status” meeting. At this
meeting the Company represented that its affiliate, BellSouth Enterprises, to
whom the Audit Team directed many requests, would comply to some of the audit
requests but not under the timeframes established by Commissioner Clark. aAs a
result, Commissioner Clark sent a letter to John Clendenin, CEO of BellSouth
Corporation, requesting his assistance in getting BellSouth Enterprises to comply
to audit requests on a timely basis. The Company responded by stating that
"BellSouth Enterprises is committed to cooperation with the Florida Commission,
within the lav and the extent of its available resources, to provide timely and
complete responses to requests that your audit team may make." Emphasis added.
Obviocusly, the level of cooperation depends on the Company'’s interpretation of
*within the law" and its designation of what resources will be available. '

On October 4, 1993 the Florida Supreme Court heard arguments regarding access to
affiliate records. As of this writing, a decision i{s pending.

On November 24, 1993 the Audit Team provided the Company a draft of the audit
report and workpapers. The purpose was to give the Company time to verify the
statements of facts in the report and designate claimed proprietary information
in preparation for the exit conference scheduled for December 10, 1993, On
December 8, 1993, the Company informed the Audit Team it will not atteand the exit
conference and plans on responding to the audit by way of rebuttal testimony and
a "parallel™ audit conducted by Deloitte and Touche CPA firm.

In summary, the Audit Team attempted to evaluate whether cross subsidy exists
between BSTI's regulated and non regulated cperations which is a national concern
as evidenced by the previously mentioned NARUC resolution. Because of limited
resources, the staff through analytical review limited its audit program to a
relatively small number of affiliates and transactions. The Company displayed a
consistent pattern of obstructionist behavior since May of 1992. Since an open
and cooperative environment is essential for effective auditing, many of the
audit objectives were not fulfilled. The proliferation of diversification
activities by not only BellSouth but other telephons and electric companies has
complicated the regulatory process. It will require regulation beyond the
utility. The extent of that regulation needs to be defined.

.- -, PO pE——_——
S — ———— o omm———
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Before the
Federal Communications Commission
Washington, D.C. 20554

In the Matter of

The BellSouth Telephone
Operating Companies

AAD 93-148

ORDER TO SHOW CAUSE

Adopted: February 24, 1995; Released: March 3, 1998

By the Commission:

1. At the direction of this Commission, the National
Exchange Carriers” Association. Inc. ("NECA") hired Ernst
and Young to conduct an independent audit of carrier-
reported adjustments to the Common Line ("CL") revenue
poot for 1988 and the first quarter of 1989.' QOur subse-
quent review of that Commission-mandated audit revealed
apparent violations of our accounting rules and reporting
requirements by BellSouth Telephone Companies
("BellSouth") during the audit period. These apparent vio-
lations may have continued beyond the period covered by
the audit. This Order to Show Cause sets forth those appar-
ent violations and directs BellSouth to show cause why this
Commission shouid not: (1) issue a Notice of Apparent
Liability for Forfeiture ("NAL") for apparent violation of
Section 220(d) of the Communications Act of 1934, as
amended;? (2) require BellSouth to adjust its price cap
indexes; and (3) require BellSouth to improve its internal
processes to bring them into compliance with Commission
rules and orders.

2. Enforcing our accounting rules and reporting require-
ments is essential for the Commission to carry out its
statutory obligations to ensure that rates for telecommuni-
cations services remain just and reasonable. Qur ability to

' NECA collects cost data, including revenue. expense and

investment data, from all local exchange carriers ("LECs") on a
monthly basis, These data are then used to develop LEC-specific
revenue requirements which are designed to recover those LEC-
incurred costs that are allocated to the interstate jurisdiction
under our jurisdictional separations rules, 47 C.F.R. Part 36.
The revenue requirement development process is called “pool-
ing." because, initially, all LEC-submitted cost data are com-
bined ("pooled™) based on whether they are non-traffic sensitive
(e.g.. CL)} or traffic sensitive ("TS") in nature. Accordingiy.
NECA administers two revenue pools. Non-traffic sensitive, CL
costs are pooled to develop CL revenue requirements. and TS
<psts are pooled to develop TS revenue requirements. The rev-
enues required to recover CL costs are collected through (1)
carrier common line charges billed to the interexchange car-
riers: (2) subscriber line charges billed to end users and other
customers: and {3) surcharges assessed against special access
customers. These charges are set forth in arilfs NECA prepares
for pool members, primarily the smaller, independent LECs.
Other LEGs including the Bell Operating Companies
("BOCs™) -- currently do not participate in the cost recovery
pools and, instead, prepare their own access wariffs. As explained
infra, however, the pools are calculated based on revenue daa
provided by all LECs, and revenue data reported to NECA by

carry out these obligations is impaired if we cannot rely
upon the information that carriers are required 10 submit
about the costs of their operations and their allocations of
those costs, or if those allocations are made improperly. As
the telecommunications marketplace continues to diversify,
with carriers providing more and more nonregulated ser-
vices, our enforcement of accounting safeguards wili be-
come even more important if we are to continue to protect
ratepayers from being overcharged for interstate services.

1. BACKGROUND

3. Our rules require the LECs, on a monthly basis, to
report t0 NECA their revenue, expense and investment
data. NECA uses these data to compute each LEC’s month-
ly poo! shares. Because LECs do not have complete data
available when they first report to NECA, the LECs ini-
tially report estimated data. In the following months, the
LECs are required o reconcile their estimates with actual
results. To ensure the accuracy of the reconciliation pro-
cess and because even the best accounting systems some-
times fail to prevent errors, NECA procedures allow the
LECs twenty-four months to reconcile and correct pre-
viously submitted data. Thus, in each monthly "settlement
cycle," LECs report estimated data for the current month
as well as adjusted data for the preceding twenty-four
moaths.

4. In the December 1988 settlement cycle. certain LECs
reported unusually large adjustments to the CL pool. Com-
mission staff audited the larger of these adjustments and
found that they appeared to have been encouraged by
NECA Board members representing the BOCs and further
found them apparently inconsistent with the Commission’s
rules. As a result, the Commission issued Notices of Appar-
ent Liability for Forfeiture and Orders to Show Cause against
the BOCs that filed these adjustments.’ The Commission
also issued a letter of reprimand to the NECA Board of
Directors and required, inter afia, that NECA hire an in-
dependent auditor to perform a comprehensive audit of
significant adjustments the BOCs reported to the CL pool
for 1988 and 1989

the large carriers will, therefore. affect the charges of pool
members. Moreover, during the time period covered by the
audit. our rules required all LECs to participate in the CL pool.
2 47 U.S.C. §220(d). The BellSouth operating companies are
the South Central Beil Telephone Co. (SCB) and the Southern
Bell Telephone and Telegraph Co. (SBT).

47 C.F.R. $69.605.

See, e.g., Southwestern Bell Telephone Co.. Notice of Appar-
ent Liability for Forfeiture and Order to Show Cause, S FCC Red
7179 (199%). The Commission subsequently entered inw Con-
sent Decrees with the carriers thus resolving these initial ac-
tions without determinations of liability. See. e.g.. Southwestern
Bell Telephone Co.. Consent Decree Order, 7 FCC Red 7692

1992).

§ Lener from Donna R. Searcy. Secretary, FCC, 10 Lawrence
C. Ware, Chairman of the Board of Directors, NECA, 5 FCC
Rcd 7183 (1990). The letter identified "significant adjustments”
as individual adjusiments of $100,000 or more that the BOCs
had reported to the CL pool for 1988 and (989 other than the
adjusiments that had been addressed in the Commission audit.
The independent audit covered the fifteen data months from
January 1, 1988 through March 31, 1989, after which time
participation in the CL pool became voluntary and all BQCS
left that pool. The letter. however. also required that the in-
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5. NECA hired the public accounting firm of Trast &
Young o conduct the independent audil. Ernst & Young
issued its report which NECA submitted to the Commis-
sion.* That report included numerous audit findings against
the BOCs. including BellSouth: the conduct noted by
Ernst & Young has a substantial impact on the CL pool as
well as on the carriers’ interstate telecommunications ser-
vices customers. This is because NECA distributes access
tariff revenue based on reported data. Moreover. since the
reported adjustments to the CL pool involve misstatements
or miscalculations of interstate costs and revenues histori-
cally used to develop the reporting carrier’s access charges,
and, after 1988, its price cap indexes. the reporting carrier’s
interstate access customers, as well as end users, are af-
fected. Although the independent auditor’s report ad-
dressed the effects of the BOCs' conduct only on the CL
pool, Commission auditors are examining the effect on all
interstate telecommunications services. Those of the in-
dependent auditor’s findings that were directed against
BeliSouth and that warrant Commission action are the
subject of our action here. These findings are summarized
below. Attachment A provides the specific details of each
finding, the Commission Rules that were apparently vio-
lated, and the companies’ responses to those findings. At
tachment B presents. in tabular form, a summary of the
apparen! violations and their revenue impacts as revealed
by the record to date.

II. THE FINDINGS

6. Section 220(a) of the Communications Act grants to
the Commission specific authority to "prescribe the forms
of any and all accounts. records, and memoranda to be
kept by carriers subject [to the Act]..”” In turn, Section
22(Xd) authorizes the Commission to impose forfeitures on
carriers who do not keep such accounts, records. and
memoranda in the manner prescribed by the Commission.
The findings in Attachment A appear 1o reveal conduct by
the BellSouth carriers that violates Section 220 for the
period that is the subject of the audit, namely, the period
beginning January 1, 1988, and ending March 31, 19892

dependent audit “include adjustments reported after jthe BOCs|
left the pool on April 1. 1989” since carriers were allowed to
submit adjustments for up to 1wenty-four months following 2
particular daia month. /d. As a result. the independent auditor
examined reporied CL pool adjustments through March 1991,

The Ernst & Young audit report is herealter referred to as
the "Adjustments Report.” On February 11, 1993, the Commis-
sion concluded that this audit had complied with Commission
directives and had heen performed "with a high degree of skill
and care,” and that the independent auditor had “exercised
sound professional judgment reflecting purposes of the |audit|
and the information gathered during {its] course.” See Leter
from Donna R. Searcy. Secretary. FCC. 1o Robert A. McArion,
Chairman of the Board of Directors. NECA. 8 FCC Red 131§
(1993).

47 U S.C. §220¢a).

The apparent violations roughly fall into two categories for
purposes of potential remedies. First. certain apparent violztions
found 1o fall outside the applicable limitations period for assess-
ing forfeitures may. nevertheless, necessitate corrective action
by the Commission, For example, the Commission may require
adjustments 10 carricr price cap indexes to eliminate distortions
caused by unlawful conduct. Second. ather apparent viotations,
if found 10 be continuing or to have continued into the period
covered by the limitations period, could support Notces of

7. The independent auditor’s findings that we address
here involve the misstatement or miscalculation of some
$6.2 million of interstate costs and revenues for the period
from January 1988 through March 1989.° In the aggregate,
these misstatements or miscalculations apparently henefited
BellSouth 1o the detriment of the uscrs of BeliSouth's
interstate  services FNN  These misslatements or
miscalculations shifted costs hetween or among access ele-
ments. thus apparently understating or yverstating
BeliSouth’s interstate revenue requirements for particular
services. The seriousness of the misstatements is com-
pounded here not only hecause of the net impacl and the
extent of understatements and overstatements, bul also be-
cause of the scope and number of the errors or apparent
violations and the fact that some of them may have contin-
ued to the date of this Order to Show Cause. The findings
reveal the BellSouth carriers’ apparent failure 10 maintain
their accounts. records, and memoranda in the manner
prescribed by the Commission. To the extent that this
conduct has continued, it must seriously undermine the
Commission’s confidence that BellSouth’s accounts accu-
rately reflect Commission-mandated accounting practices
and reveal the true and lawfu!l costs of BellSouth's inter-
state services. Moreover, and as explained more fully be-
low, the apparent rule violauons and misstatements may
very well have led BellSouth to compute price cap indexes
that likely would require correction.

8. In the following paragraphs we describe the account-
ing irregularities that have led us to issue this Order to
Show Cause

A. Apparent Cash Working Capital Violations

9. The independent auditor found that BellSouth’s cal-
culation of cash workm$ capital allowances apparently vio-
lated Commission rules.'® These allowances are supposed to
reflect the average amount of investor-supplied capital
needed to fund carriers’ day-to-day operations.'' Each cash
working capital allowance is added to a carrier’s ratebase.
thereby increasing the earnings the carrier is allowed. The
BellSouth carriers calculale their cash working capital
allowances based on lead-lag studies.'? In computing cash

Apparent Liability for Forferture under Section | K0 of the
Commission’'s Rules. 47 (.F R §is as well as suppurt other
remedies, such as price cap adjustments.

Y These figures are hased on estimates BeitSauth provided 10
the independent audnor Sec Letter from Bruce Batdwin, Presi-
dent, National Exchange Carrier Association. inc., to Mr. Gerald
P. Vaughan. Deputy Chief. Operations. Common Carrier Bu-
reau. at BellSouth Amachment (Ocr. 120 1992 Although those
estimates encompass most of the 1ndependen: auditor’s findings.
BellSouth did rot provide intenstate impact estimates of the
impact of certzin findings on interstate rates and revenue re-
quirements

0 Auachmens AL av

"' See Auachment A 3t dn 1t

2 See Auachmenr A ar 1-2 [ead-iag ~tudies medsure cash
inflows and outflows :n relation 1o the time ~ervice s rendered
Revenue and expense iems that are received or paid before a
service is rendered are considered “lead” items. and reverue
and expense items tnat are received or paid after service is
rendered are considered "lag” vems. Lead-lag studies determine
the number of ¢ays between receipt of revenues and payment of
expenses
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working capital allowances, carriers are allowed to add
minimum bank balances required by banks to the results
obtained from these lead-lag studies. The independent audi-
tor found that BellSouth improperly used average daily
ledger balances, rather than minimum bank balances,
which resulted in an overstatement of its total interstate
revenue requirement of $4.8 miltion."

B. Apparent Jurisdictional Separations Violations

10. Responsibility for regulating telephone services is
shared between this Commission. which regulates interstate
service, and state commissions, which regulate intrastate
service. Carriers must use a process called jurisdictional
separations to apportion their costs and revenues between
the state and interstate jurisdictions. The separations proce-
dures are set forth in Part 36 of our rules.!* The indepen-
dent auditor found that BellSouth apparently violated our
rules in separating its investment in information origina-
tion/termination equipment and cable and wire facilities.
According to the record,'® these violations may have con-
tinued beyond the audit period.

C. Other Apparent Errors

11. The independent auditor atso found a number of
other apparent rule violations, inctuding BellSouth’s fail-
ure to provide adequate documentation to support nu-
merous revenue and cost adjustments,'® and _its improper
inclusion of presubscription revenues'” for the
predesignation of interexchange carriers'® in Account 5081,
Enduser revenue.' The independent auditor also noted
that a BelSouth operating company incorrectly reported
an accrual adjustment to NECA resulting in an
overstatement of CL revenues which would apparently vio-
late Section 69.605 of our rules.’® As such errors and other
violations accumulate, the data carriers report to NECA
under Section 69.605 of our rules?' and to us under Parts
43 and 65 of our rules® become increasingly unreliable.
Although these errors may have no current impact on
BellSouth's interstate rates, their number and scope per-
suade us to order BellSouth to show cause why its internal
accounting and accounting-related processes should not
generally be brought into compliance with Commission
rules and orders.

3 Anachment A, a1 2.

Y47 CER. Pant 36.

'S Aunachment A, a1 4-5.

Y% 1d,, a1 8-9.

"7 Presubscription revenues refer 10 the charges that LECs
assess when an end user decides 10 change his or her primary
interexchange carrier.

Under our rules, an end user has the right to select one
interexchange carrier as his or her primary carrier. See Inves-
ugation of Access and Divestiture Related Tariffs, 101 FCC 2d
911 (1985) (describing the presubscription process LECs must
follow).

" Anachment A, at 9-10. Section 32.5081 of our rules. 47
C.F.R. § 325081, states that the end user revenue account
(Account 5081} shall contain the federally tariffed monthly flac
rate charge end users must pay. The independent auditor found

II1. DISCUSSION AND CONCLLUSION

A. NALs

{2. We find that the BeilSouth carriers’ conduct appears
to be inconsistent with their statutory obligation to main-
tain their accounts, records, and memoranda as prescribed
by the Commission. Carriers must accumulate, process,
and report their financial and operating data in accordance
with very specific Commission requirements because we
rely on those data to help us ensure that interstate tele-
phone rates are just and reasonable. Moreover, we cannat
evaluate how well our accounting rules work if carriers
disregard or misinterpret these rules. Therefore, where, as
appears to be the case with BellSouth, carriers either inten-
tionally violate our rules or fail to maintain the internal
systems necessary 10 ensure compliance with those rules,
we believe forfeitures may be appropriate under Section
220 of the Act.?

13. Section 220(d) of the Act authorizes us to impose
forfeitures of up 1o $6000 per carrier per day for account-
ing-related violations.’* Obviously, any violations that con-
tinued throughout the audit period and to the present
could trigger substantial sums for the two BellSouth com-
panies based on appropriate application of the statute of
limitations. In order 10 make a determination about the
amount of any forfeitures that may lie, we direct BellSouth
to state when the conduct described in paragraphs 8
through 10 and detailed in Attachment A ceased. if ever,
and otherwise show cause why notices of apparent liability
pursuant to section 1,80 of the Commission’s rules should
not issue.?* BellSouth’s response should include a discus-
sion of the appropriate application of the prescribed limita-
tions period.”® BellSouth's response also should identify
any mitigating circumstances we should consider in deter-
mining forfeiture amounts.?”

B. Adjustments to Price Cap Indexes

14. As indicated above, BellSouth did not provide es-
timates of the impact on interstate services rates and
revenue requirements of certain conduct described in the
independent auditor's findings.*® So that we may assess the
full impact of BeliSouth’s conduct. we order the BeliSouth
carriers 10 estimate the interstate impact of each of these
findings. and to file those estimates with the Commission
This filing shall include estimates of the effect of each o
the additional findings on BellSouth's CL, TS, special ac
cess, billing and collection, and interexchange costs anc

that BellSouth improperly included presubscription revenues,
from s customers’ predesignation of their primary
interexchange carriers, in Account S081.
Id. a1 9.
47 C.F.R. §69.605.
247 C.F.R. Parts 43, 65.
3 Section 220(d) provides for forfeitures if a carrier fails 10
keep its accounts, records and memoranda in the manner pre-
scribed by the Commission. 47 U.S.C. §220(d).
M 47 US.C. $220(d). Prior to December 19, 1989, the forfeiture
amount was fixed at $500 per violation per day.
347 C.F.R. §1.80. .
2 Although BellSouth's violations began January [, (988, we
would assess forfeitures only for the period allowed for by
limitations period. See 47 C.F.R. §1.80(c}(2).
T See 37 U.S.C. $504(b).

See supra note 9. These findings are discussed in paragraphs
19 through 21 of Anachment A.
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revenues for the period January 1, 1988 (o the public
release date of this Order to Show Cause. We also direct
BellSouth to provide estimates of the impact on the operat-
ing companies’ interstate revenue requirements attributable
to all conduct discussed in this order and in Attachment A
that continued beyond the period of the audit. and to file
these estimates with its response.

15. Since January 1, 1991. the Commission has regulated
BeliSouth's interstate access charges using the LEC price
caprules.” Under these rules, BellSouth's initial price cap
indexes were eslablished based upon its projected interstate
access revenue requirements for the period July 1. 1990 to
June 30. 1991. BellSouth’s calculation of those revenue
requirements may have reflected the practices detailed in
Attachment A. Because, under price cap regulation, each
succeeding price cap index for a basket of services is a
function of an initial price cap index for that basket,
BellSouth’s price cap indexes for its interstate services
(and. by definition, its interstate rates) would have contin-
ued to reflect the impact of any improper practices.® Ab-
sent Commission action, BeliSouth’s future indexes would
reflect any overstatement as well. Therefore, we order
BellSouth to show cause why we should not require it to
reduce its current price cap indexes to remove any
overstatement.”!

C. Corrective Action

16. Finally, we tentatively conclude that we should direct
the BellSouth carriers to improve their internal processes
to bring them into compliance with Commission rules and
orders, and we order those carriers to show cause why such
action should not be required. We will take any additional
actions we believe appropriate, including issuing a further
Order to Show Cause, based on BellSouth’s response.

IV. ORDERING CLAUSES

17. Accordingly, IT 1S ORDERED, pursuant to Sections
4(i), 4(j), 220(d), and S04(b) of the Communications Act of
1934, as amended, 47 U.S.C. §§154(i), 154(j). 220(d). &
503(b). and Section 1.701 of the Commission’s rules, 47
C.F.R. §1.701, that the BellSouth Telephone Operating
Companies SHALL SHOW CAUSE within sixty (60) days
of the release date of this Order 10 Show Cause why the
Commission should not issue Notices of Apparent Liability
for Forfeiture againsi these companies for failure to keep
their accounts, records, and memoranda on the books and
in the manner prescribed by the Commission as set out in
this Order to Show Cause, including Attachments A and B
which are hereby incorporated by reference, and therewith
SHALL FILE any and all data and other information re-
quired by this Order to Show Cause. including information
requested in Attachment A.

3 See Policies and Rules Concerning Rates for Dominant Car-
riers, CC Docket No. 87-313, § FCC Red 6786 (1990) (LEC Price
Cap Orderj, Erratum, 5§ FCC Red 7604 (Com. Car. Bur.1990).
modified on recon.. 6 FCC Red 2637 (1991) (LEC Reconsider-
ation Order). aff'd, National Rural Telecom Ass'n v. FCC, QK8
F.2d 174 (D.C. Cir. 1993).

W See 47 C.F.R. §861.44(b). 61.45(b)-(c)

Y To achieve this, BellSouth would need to reduce irs price
cap indexes by the percentage change in its July 1. 1990 0 Jurne

18. IT IS FURTHER ORDERED. pursuant to Sections
4(i). 4(j). 201-203, 205, 215. 217-219. and 220 of the Com-
munications Act of 1934, as amended, 47 U.S.C. §§154(i).
154(¢j). 201-03, 205, 215, 217-19, & 220, and Section 1.701
of the Cammission’s rules. 47 C.F.R  §1.701. that the
BellSouth Telecphone Operating Companies SHALL FILE
within sixty (60) days of the release date of this Order to
Show Cause intersiale cost and revenue impact estimates as
specified in paragraph 13. supra.

19. IT 1S FURTHER ORDERED, pursuant to Sections
i), 4(j). 201-203. 205. 215, 217-219, and 220 of the Com-
munications Act of 1934, as amended. 47 U.S.C. §§154(i),
154(j), 201-03, 205. 215. 217-19. & 220. and Section 1.701
of the Commission’s rules, 47 C.FR. §1.701, that the
BellSouth Telephone Operating Companies SHALL SHOW
CAUSE within sixty (60} days of the release daie of this
Order to Show Cause why they should not be required to
adjust their price cap indexes as specified in paragraph 14,
supra

20. IT [S FURTHER ORDERED. pursuant to Sections
4¢1). 4(j). 201-203. 205, 215, 217-219. and 220 of the Com-
munications Act of 1934, as amended. 47 US.C. §§154().
154(¢j). 201-03, 205, 215. 217-19, and 220, and Section 1.701
of the Commission’s rules, 47 CF.R. §1.701, that the
BellSouth Telephone Operating Companies SHALL SHOW
CAUSE within sixty (60) days of the release date of this
Order to Show Cause why they should not be required to
improve their internal processes to bring them into com-
pliance with Commission rules and orders.

21, IT IS FURTHER ORDERED that the Secretary shall
send by certified mail a copy of this Order to Show Cause
to BellSouth Telecommunications., Inc.. 675 West
Peachtree Street, N.E., Atlanta, Georgia 30375,

FEDERAL COMMUNICATIONS COMMISSION

William F Caton
Acting Secretary

Attachment A

1. We present below the apparent violations of the
BellSouth carriers based on the findings in the Ernst &
Young report that prompt us to issue the accompanying
Order to Show Cause. For each apparent violalion. we
summarize the independent auditor’s finding and any
BellSouth reply. We also present our preliminary evalu-
ation of the record. In general. the violations are cate-
gorized according to the ratemaking component affected
This attachmeni separates the apparent violations into the
following categories: cash working capital. jurisdictional

30. 1991 projected interstate access revenue requirement that
results from the removal of any overstatement. These reduc-
tiors to the price cap indexes wouid need to bhe apportioned
among the baskets based on the relative July 1. 1990 10 June 3.
1941 projected interstate access revenue requirements in each
basket
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separations, lack of documentation, and other apparent
errors. In attachment B, we present the information in the
record that describes the impact of these apparent viola-
tions on the BellSouth carriers’ interstate revenue require-
ments for the fifteen-month audit period.

A. Cash Working Capital

2. We find that BellSouth’s calculation of cash working
capital allowances may have violated Commission require-
ments. Specifically, BellSouth's development of those
allowances apparently violated Sections 65.800 and
65.820(d) and {e) of the Commission’s rules, which instruct
carriers on how to calculate the interstate rate base.! As a
result of its cash working capital calculations, BetiSouth
reported incorrect information to NECA in apparent viola-
tion of Section 69.605 of the rules® and to the Commission
in apparent violation of Section 65.600 of the rules.’ Fi-
nally, to the extent this information has been reported in
the Commission’s automated database, Automated Report-
ing Management Information System (ARMIS), BellSouth
also appears to have violated Section 43.21 of the rules,
which requires that data filed in ARMIS be accurate, com-
plete, and resPonsivc, and certified as such by a senior
carrier officer,

3. The elements of lead-lag studies to calculate cash
working capital were set forth in Docket No. 19129° and
reaffirmed in Docket No. 86-497.% Lead-lag studies measure
cash inflows and outflows in relation to the time service is
rendered. Revenue and expense items that are received or
paid before a service is rendered are considered "lead”
items. and revenue and expense items that are received or
paid after service is rendered are considered "lag” items.’
Lead-fag studies determine the number of days between
receipt of revenues and payment of expenses. The net
aumber of revenue lag days is then multiplied by the
average daily cash expenses to determine cash working
capital.® A positive net lag results in a positive cash work-
ing capital allowance, which increases the rate base; a
negative gne results in a negative allowance. which reduces
the rate base.” In previous orders and proceedings, we have
set forth the specific criteria for the inclusion and exclu-

! 47 C.F.R, §§65.800, 65.820{d)-(e). These rules require carriers,
like the BellSouth carriers, 10 calculate the cash working capital
component of their interstate rate base either by performing a
lead-lag study of interstate revenue and expense items or by
applying a specified formula. BellSouth elected to perform fead-
lag studies.

¥ 17 C.E.R. $69.605.

3 47 CF.R. §65600. In these rate of return reports 1o the
Commission, BeliSouth is required to "provide full and specific
answers to all questions propounded and information request-
ed..." 47 C.F.R, $65.600(b), (d)(1).

4 47 CF.R. $43.21(a).

*  American Telephone & Telegraph Co., Docket No. 19129,
Phase (I Final Decision, 64 FCC 2d 1, 72-73, para. 187 (1977)
(19129 Phase Il Final Decision), aff'g Phase 1l Initial Decision,
64 FCC 2d 131 (1976) (19129 Phase ! Iniial Decision).

8 Amendment of Part 65 of the Commission's Rules 1o Pre-
scribe Components of the Rate Base and Net Income of Domi-
nant Carriers, CC Docket No. B6-497, Report and Order, 3 FCC
Red 269 (1987) (86-997 Order), recon., 4 FCC Red 1697 (1989)
(86-497 Reconsideration Order}, remanded sud nom. lllinois Bell
Telephone Co. v. FCC, 91} F.2d 776 (D.C. Cir. 1990} (Hlinois
Bell 1), on remand, 7 FCC Red 296 (1991) (84-497 Decision on
Remand), affirmed sub nom. Hllinois Bell Telephone Co. v. FCC,
988 F.2d 1254 (D.C. Cir. 1993) (Ilinois Bell 11).

sion of various items in cash working capital calculations,
but the general rule is that the net lead or lag is applied to
the average daily cash expenses. The specifics of
BellSouth’s apparent violation are discussed below.

4. Apparent Violation No. 1: In calculating cash working
capital allowances, carriers are allowed to add minimum
bank balances to the results obtained from lead-lag studies.
The independent auditor found that BellSouth substituted
average daily cash balances for minimum bank balances in
its cash working capital computations.’ This practice re-
sulted in a $4,836,000 overstatement of BellSouth’s inter-
state revenue requirements for January 1988 through
March 1989, according to the independent auditor.!!

5. BellSouth argues that its use of average daily cash
balances is proper. To support its position, BellSouth cites
American Telephone and Telegraph Company (AT&T) and
Bell Communication Research, Inc. (Bellcore)'? company
documents that instruct carriers to use average daily bank
bafances when computing cash working capital. BeliSouth
contends that these documents make clear that the Com-
mission permits the use of average daily cash balances in
computing cash working capital.'®

6. Although BelilSouth admits that the 86497 Reconsider-
ation Order™ stated that the Commission did not intend to
depart from the established policy of including minimum
bank balances in cash working capital, BellSouth maintains
that the Commission had previously permitted more than
minimum bank balances to be included in cash working
capital. In this regard, BellSouth points out that in Docket
No. 19129, the Commission required AT&T to submit 2
program of cash management to "'minimize cash require-
ments for the daily operation of the business.”'S BellSouth
maintains that requirement described a program that was
not strictly limited to compensatory or minimum bank
balances. BellSouth also contends that it has consistently
included average daily cash balances as the minimum cash
balance in its cash working capital determination.

7 Related terms include “expense lag" (the average net lag of

all of a carrier’s cash expenses). “"revenue lag" (the average net
lag of a carrier's revenues); and "net lag" (the net of a carrier’s
expense fag and revenue lag).

8 86497 Decision on Remand, 7 FCC Red at 297, para. §.

9 Annual 1990 Access Tariff Filings, Memorandum Opinion and
Order, 5 FCC Rcd 4177, 4219 {1990).

0 Adjusiments Report at 41,

' Leuer from Bruce Baldwin, President, National Exchange
Carrier Association, Inc., 10 Mr. Gerald P. Vaughan, Deputy
Chiel. Operations, Common Carrier Bureau, at BellSouth At-
tachment (October 12, 1992) (October 12 Leuter).

Bellcore is a corporation that was created at the 1984
divestiture of AT&T to provide research. engineering, and tech-
nical support services 1o its owners, the Regional Bell Holding
Companies, and their affiliates, the Bell Operating Companies.
Y Adjustments Report a1 12-3, citing Comptrollers Letter M-
318, Outline of Procedures for Preparing Cash Working Capital
Lag Studies (AT&T Sept. 2, 1977); Section DR90.25 (AT&T
Jan.1983); Section $510.30 (Belicore June 1984); & Section 550,
Issue 2 (Bellcore Sept. 1988).

'* 4 FCC Red at 16W, para. 22.

'3 Adjustments Report at 33, quoting, Phase Il Final Decision,
63 FCC 2d a1 76, para. 195 & Phase Il Initial Decision, 64 FCC
2d a1 410, para. 908.
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BellSouth states that the Commission has approved Lhis
practice in every AT&T rate filing since 1978 and cvery
BellSouth rate filing since 1984

7. We do not find BellSouth’s arguments persuasive be-
cause the Commission has long held that only minimum
bank balances. and not average daily bank bhafances. should
be included in the cash working capital computation.
Company documents that interpret Commission policy or
rules do not substitute for Commission policy or rules.
Additionally, the Commission’s request in Docket 19129
for information regarding AT&T's cash management prac-
lices cannot reasonably be interpreted to mean that average
daily bank balances were to be included in cash working
capital. That request was initiated by the Administrative
Law Judge (ALJ), who made clear that minimum bank
batances. rather than actual cash balances, were 10 be
included in cash working capital.'” In requiring AT&T to
submit a cash management program, the ALJ noted that
AT&T had "presented no evidence on the bhasis of which
the Commission can rely to persuade {it| that the cash
balances (AT&T] claims in it rate base are required in the
rendition of service."'® Indeed. in affirming the ALJ's re-
quirement. the Commission specificaily excluded "General
Department demand deposits and petty cash working
funds" from cash working capital.'®

8. Lastly. BellSouth cites no Commission order or other
document approving the inclusion of average daily bank
balances in cash working capital. If we allowed BelliSouth's
or AT&T’s rates to take effect despite such inclusion, it was
only because those carriers’ rate filings did not disciose
their specific practices. BeiiSouth’s method of calculating
its cash working capital allowances apparently violates our
requirements.

B. Jurisdictional Separations

9. Apparent Violation No. 2. Effective January 1, 1988,
the Commission adopted Section 36.142(a) of the rules.”®
which requires certain carriers, including the BellSouth
carriers, 0 apportion ail information  origina-
tion/termination (IOT) equipment costs.’! other than those
for coinless pay telephone equipment and detariffed cus-
lomer premises equipment, between the federal and state
jurisdictions using the transitional subscriber plant factor.*?

1%

- Adjustments Report at 44

The ALJ emphasized that:

warking capital is intended 10 provide only for the cur-
rent day-to-day needs of the business and not for any of
the capital requiremeni. Second. working capital is the
amount of dollars that are necessary 1o meet curren:
needs, not the amount of dollars thar a public utility
would like to have on hand or might actually have on
hand.
Docket 19129 Phase I [ninal Decision. 64 FCC 2d at 13, para.
A&1.
'8 14, aL 409, para. 907,
Docker 19129 Phase ! Final Decision, 64 FCC 2d at "6,
n 10t The General Department of AT&T provided the BOCs
with centralized stafl services. Docket 19129 Phase If {ninal
Decwsion. 64 FCC 2d at 144, para. 0.
W 47 CFR. &30.142).
10T equipment consists of electronic devices and supporting
equipment used to originate and terminate telecommunicatian
messages 3t the end users’ premises. See 37 C.F.R. Parr 20
Appendix It includes station apparatus such as telephone and

Section 69.303(b) of the Commison'y jules. in turn, re-
guires LECs to apportion the msizie portion of that
invesiment between the special acuess and CL. clements “on
the hasis of the relative numbet of cguivalent lines in
use."

10. The independent auditor found that BeliSouth di-
rectly assigned {OT investment tu speciat access in its 1988
annual access tariff filing. BefiSouth aigues that Western
Union challenged this direct assignment in comments on
that BellSouth filing, that BellSouwh dltended the direct
assignment in its response (0 Wesicrn Union, and that the
Commission atlowed BellSouth speviai vooss rates to go
into effect. The independent auditer the: Licd the findings
in the Commission staff audit of the CL pool that had
prompted the Commission to order an independent audit®*
In its audit report issued in November 1900.°% the Commis-
sion staff concluded that direct assgnment of 10T
investment is inconsistent with Commission rules®® Al-
though the independent auditor indicated that this direct
assignment understated BellSouth's UL aed totat intersiate
revenue requirements for (985 hy Y133 million.” we be-
fieve that it instead shifted {OT cosis fon (98K from CL o
interstate special access. as shown v Allachment B,

11. BellSouth argues that the independent auditor’s state-
ments confirm that its treatment of {OT costs was com-
pletely appropriate and the only proper vourse it could
have taken. BellSouth stales that its 1988 :ariff filing clearly
displayed BellSouth’s direct asagnment of 10T costs to
special access, that the Commusion was (learly aware of its
action, and that the Commi:ssion alic wed die special access
rates as well as NECA's CL rates i become effective with
the atlocation of 1OT coss o speniai access. BeiiSouth
argues that had it changed us allocation of IOT costs
during this period. changes in both CL and special access
rates would have been required to avoid a revenue-cost
mismatch BellSouth states further that the Cemmission
staff did not indicate that the direct asagnment of [OT
costs was incorrect until it nsued s audi: report of the CL
pool in November 1990. some two years after the alloca-
tion in question was used 10 establish vares BeliSouth states
that if the Commission believes that this November 1990
interpretation i» applicable 1o BellSouth. then the Commis-

M3

miscetianeous equipment, teiewypewriter equ.pmeant, small pri-
vate branch exchanges, and radio equipment (exciuding mobile)
installed for the end users' use. It also inciudes embedded
customer premise wiring. large private branch exchanges. public
telephane terminal equipment. and nther terminal equipment,
Sec 47 CF.R. gl 1dla)
Y The subscriber plant facter was formerty wsed to 2liocate 10
tnerstate operations certaia imvestment in plant subscriber
lines, s1ation equipment. and 2 portion of ceniral office switch-
ing used for message telephone sersice. Each company’s sub-
scriber plan: facior was frozen a1 irs J9R1 average level and then
phased 1510 3 nationwide basiz allocanion acter of 25% over
eight years heginning Januvary 1 1NAG. Thus, the sobscriber
plant factor hecame known as the “transitional subscriber plant
factor” during the phase-in period. 47 C.I R §30 154t2)(H
147 CFR §69.303(b)
 See Order 10 Show Cause. supra at para. }
' Audit Report. Review of Adjustments o the NECA Com
mon Line Pool (Audits Branch Qcr 26, 1990).
 Adjustments Report at 39

October 12 {erer, 3 BellSouth Anachment
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sion must consider reopening the CL pool for 1988 to
allow BellSouth to submit additional [OT expenses for
recovery.™*

12. BellSouth, in effect, presents two arguments to justify
its direct assignment of 10T costs. First, BellSouth argues
that the interpretation of the rules set forth in the Commis-
sion staff's November 1990 audit report is incorrect. Sec-
ond, BellSouth maintains that even if correct, that
interpretation should not be agoplied to BellSouth because
the /988 Access Tariff Order”” had allowed BellSouth’s
1988 special access rate to go into effect even though it
reflected a direct assignment of [OT costs to special access.
We address these arguments in turn.

13. BellSouth’s argument that the interpretation in the
Commission staffs November 1990 audit report is incor-
rect apparently reflects BellSouth’s belief that Part 36, and
in particular Section 36.1(c), of our rules permit the direct
assignment of 10T costs to special access.’® Qur Part 36
rules, however, prescribe the procedures telecommunica-
tions companies must use in apportioning their costs and
revenues between the state and interstate jurisdictions. Sec-
tions 36.1 and 36.2 outline the segarations procedures and
the principles that underlie them.”" These sections state that
jurisdictional separations are to be made using either direct
assignment or a particular allocator.? These general state-
ments do not grant carriers discretion, but only introduce
the Part 36 rules that explain when and how direct assign-
ment or an allocator is 10 be used. If the general introduc-
tory statements had been meant as dispositive, there would
have been no need for specific language, in the rules that
follow, to allow or encourage the use of direct
assignme:m.n Sections 36.1{c) and 36.2(a)(1) do not create a
general invitation to use direct assignment as the filing
carrier chooses.

14. BellSouth also maintains that the Commission impli-
citly accepted direct assignment of IOT costs to special
access in amending Part 69 in 1987 because the Commis-
sion intended Part 69 to conform with Part 36.3 We find
no support for this argument in the language of Part 69.
On the contrary, Section 69.303(b) of the Commission’s
rules states unequivocally that LECs are to apportion "all"
IOT investment other than that in public telephones and

%8 Adjustments Repor: at 39-30.

3 Annual 1988 Access Tariff Filings, Memorandum, Opinion
and Order, 3 FCC Red 1281, 1295 (Com. Car. Bur. 1987) (1988
Access Tariff Order).

Id. at 39, citing BellSouth Reply in 1988 Access Tariff
Proceeding.

3147 CFR. §$§36.1. 36.2.
3247 CF.R. §§36.1(c). 36.2(a)(1).

Compare 47 C.F.R. $36.157(a)(1) (certain cable and wire
facilities costs w0 be apportioned) with 47 C.FR.
§36.157(a)(2)(other cable and wire facilities costs to be directly
assigned).

M “Adjusimenss Report at 39, citing BellSouth Reply in 1688
Access Tariff Proceeding.

47 C.F.R. $69.303(b).
¥ See Annual 1988 Access Tariff Filings, Memorandum Opin-
ion and Order, 3 FCC Red 1281, 1295, paras. 114 & 116 (Com.
Car. Bur. 1987) (allowing BeilSouth's 19R8 specia! access tariff
to take effect notwithstanding Western Union's argument re-
§arding the over allocation of [OT investment to special access),
7 See id. The Bureau did not explain why it allowed
BellSouth's special access tariff w0 take effect, while suspending
the special access 1ariffs of other carriers.

In June 1988, NECA's Separations Advisory Group informed

appurtenances between the special access and CL eiements
"on the basis of the relative number of equivalent lines in
use."> There is no language in Section 69.303 or in other
portions of Part 69 that states or implies that direct assign-
ment is an alternative to this allocation method.

15. As the independent auditor observed, BellSouth and
NECA both directly assigned 10T costs to special access in
their 1988 access tariff filings, and the Common Carrier
Bureau (Bureau) allowed BellSouth’s special access and
NECA's CL rates to take effectwithout correcting these
improper direct assignments.’® In allowing those rates to
take effect, however, the Bureau made no finding as to
their underlying lawfulness.®’ In these circumstances. we
reject BellSouth’s apparent position that this Bureau action
absolved BellSouth of its responsibility to report its 10T
costs to NECA in accordance with Sections 36.142(a) and
69.303(b). BellSouth should have been aware both from
the language of the rule and from communications with
NECA’® that its direct assignment of [OT was inconsistent
with the Commission’s rules. Nevertheless, BellSouth con-
tinued to assign its [OT costs directly to special access
during 1988 and attempted no retroactive adjustment to
correct that improper direct assignment. Those actions ap-
parently violated Sections 36.142(a) and 69.303(b) of our
rules.

16. Apparent Violation No, 3. Section 36.153 of the Com-
mission’s rules prescribes the methods for assigning cable
and wire facilities (C&WF) costs to four specific separa-
tions categories.’ The independent auditor found that in
Alabama, Louisiana, and Mississippi, BellSouth used an
incorrect basic study factor® that decreased the C&WF
costs assigned to category 2, Gwideband and exchange
trunk C&WF, for private local service. The independent
auditor stated that this incorrect factor shifted costs to
category 1, exchange line C&WF excluding wideband, for
which the costs are directly assigned to the CL rate ele-
ment.'' The independent auditor stated further that this

BellSouth that the Commission staff had concluded that
BellSouth's 10T methodology was unacceptable. Response of the
NYNEX Telephone Companies, New England Telephone &
Telegraph Co. & New York Telephone Co., Apparent Violations
of the Commission's Rules, Affidavit of Alfred Boschulte at
Attachment A (filed Dec. 10, 1990). While informal advice of
Commission staff is not definitive, Malkan FM Assoc. v. FC_‘C,
935 F.2d 1313, 1319 (D.C. Cir. 1991), this communicaupn
should have alerted BellSouth that the Bureau, by allowing its
1988 special access tariff 10 take effect, had not intended to
approve BellSouth’s IOT methodology.

39" Section 36.152 of the Commission's rules, 47 C.F.R. §36.152,
lists these categories.

0 Basic study factors are ratios such as minute miles per
message or book costs per mile of cable that are applied to
monthly volume counts. quantity counts, investment, expenses,
or other data to assign costs in the separations process. Some
basic study factors are used to assign costs 10 separations cate-
gories: other basic study factors are used to apportion plant
investment, expenses, and taxes between the state and intersiate
jurisdictions. To develop basic study factors, the LECs periodi-
cally perform studies in which they analyze costs and other data
for a specific period of time.

1 Adjusimenis Report at 46-47.
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error overstated BellSouth’s interstate revenue require-
ments for January [988 t(hrough March 1989 by
$1.025.000.%

17. BellSouth admits that the basic study factor was
wrong and explains that a worksheet error produced i+
we find that BellSouth’s use of this incorrect hasic study
factor apparently violated Section 36.153.

C. Lack of Documentation and Other Apparent Errors

18. Apparent Violation No. 4: One element of a reliable
accounting system is maintaining records that support ac-
counting entries. Section 220(c) of the Communicatioas
Act recognizes this by authorizing the Commission to have
access to and the right of inspection and examination of
"all accounts, records, and memoranda, including all docu-
ments, papers, and correspondence . . . kept or required to
be kept" by the BellSouth carriers.* Section 220(c) also
places “[t|he burden of proof to justify every accounting
entry questioned by the Commission . . . on the person
making, authorizing, or requiring such entry . .. "*% In
addition. Section 32.12(b) of our rules requires the
BellSouth carriers to keep their accounting records "with
sufficient particularity 1o show fully the facts pertaining t0
all accounting entries” and to file “{t|jhe detail records in
such manner as to be readily accessible for examination”
by Commission representatives.*®

19. The independent auditor found twenty-two instances
where revenue, cost, basic study or 13x adjustments, each
involving in excess of $100,000 in costs or revenues, were
unsupported by adequate documentation: South Central
Bell in Alabama could not provide adequate documenta-
tion to support three adjustments.

South Central Bell in Kentucky could not provide
support documentation for one adjustment

South Central Bell in Louisiana couid not provide
support documentation for two adjustments.

South Central Bell in Mississippi could not provide
support documentation for two adjustments,

South Central Bell in Tennessee was unable to pro-
vide support documentation for two adjustments

Southern Bell in Florida could not provide support
documentation for two adjustments.

Southern Bell in Georgia could not provide support
documentation for four adjustments.

Southern Bell in North Carolina could not provide
support documentation for two adjustments.

Southern Bell in South Carolina could not provide
support documentation for four adjustments *

2
4
a4
as
b
a7
4R

October 12 Leuer, at BellSouth Attachment
Adjustments Report at 47,

47 U.S.C. §220(c).

Id.

47 C.F.R. §32.12(b).

Adjustment Report at 45-16.

Id. ar 36

0. In all twenty-two cases. BellSouth admiis that it
could not focate the supporting documentation.*® We tenta-
tively find that BellSouth’s admitted documentation fail-
ures would support a conclusion that BelfSouth fails to
keep ils accounts. records. and memoranda as presceribed
by the Commission.

21. Apparent Violation No. 5: The 800 Readyline service
was an AT&T 800 service that terminated over the cus-
tomer's local exchange service line rather than over a
dedicated WATS-1vpe line. The independent auditor found
that in Alabama, when reporting an 800 Readyline accrual
adjustment to NECA. BellSouth reported an increase in
revenues instead of the decrease which actually occurred
The error resulted in BellSouth's overstating uts CL rev-
enues for September 1988 by $338,000 *° BellSouth admits
this error and explains that an input of $169.000 was
inadvertently made with the wrong sign resulting in the
$336.000 overstatement of revenue’® We find that in this
instance. BellSouth’s internal accounting conirols were ap-
parently deficient

22 Apparent Violation No. 6. The independent auditor
fournd that South Central Bell included presubscription
revenues for the predesignation of intcrexchange carriers
(IXCs) by end users in Account 5081, End user revenue. in
apparent violation of Section 32.508! of the Commission’s
rules.?' This oversiated BeliSouth's CL revenues and under-
stated its traffic sensitive revenues for January 1988
through March 1989 by $999.000.%

23 We quote Section 32.5081 in its entirety:

§32.5081 End user revenue. This account shall con-
tain the federally tariffed monthly flat rate charge
assessed upon end users.’

We find no support here for BellSouth’s inclusion of these
revenues in Account 5081, and its eventual assignment of
these revenues to the CL pool. Under the Commission’s
rules. Account 508{ contains revenue generated by the
federally tariffed flat monthly cate charge assessed upon
end users. Account SU8L does not include additional
amounts. like presubscription revenues, even though they
are tariffed amounts charged to end users. Presubscription
revenues pertain to the switched message toll sersice. and
carriers must include them in Account $082, Switched
access revenue’ which is assigned to the traffic sensuive
clement as miscellaneous service revenues. Thus, appar-
ently, BellSouth not only reported these revenues to the
wrang NECA pool, but also recorded them in the wrong
account.

24 The above errars suggest that BeliSouth's internal
wontrols apparentiy failed to function properly in multiple
instances. As a result of such errors. it may be necesszry to
require adjustments to BellSouth’s price cap indexes and

M Adpustments Report at 47

{d

Id

October {2 Leuer. at BellSouth Attachment
47 CFR §325081

4T CFR §32.5082

St
$:
s)
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take other remedial action depending upon our review of
the additional information we have direcred BellSouth to
submit.
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Attachment B

BELLSOUTH - Summary of Apparent Violations

INTERSTATE REVENUR REQUIREMENT
OVERSTATEMENT FOR THE AUDIT PERIOD (See Note)

COMMISSION
PINDING CARRIER
Included amounts BellSouth

in excess of
minimum bank
balances in
computing CWC.

Used direct BellSouth
asaignment of I10/T
where not allowed.

Used incorrect BellSouth
basic study for
C&WF Category 2.

Numerous unsupported BellSouth
retroactive adjust-
ments.

Errors in reporting BellSouth
800 readyline
service revenues.

Erroneously reported BellSouth
PICC revenues to
common line.

S NN A AN EENEAS IR S FE S I N EE NN REX S X TS S T E SR N AR N TS I I CASNIN AT ERTERASDT

1.

Note:Overstated expenses are indicated by positive amounts.

Understated expenses are indicated by negative (parentheses)
Overstated revenues are indicated by negative

($000)
OTEHR
COMMON INTERSTATE
TOTAL LINE ACCESS ELEMENTS
4,836 2,661 2,175
[} (13,300) 13,300
1,025 854 171
Unknown
(338) {338) o}
0 (999} 399
amounts.

(parentheses) amounts.

Understated revenues are indicated by positive amounts.

5646



Attachment 5



Federali Communications Commission FCC 96-412

Before the
Federal Communications Commission
Washington, D.C. 20554

in the Matter of

The BeliSouth Telephone
Operating Companies

AAD No. 93-148

CONSENT DECREE ORDER
Adopted: October 15, 1996 Released: November 1, 1996

By the Commission:

I At the direction of the Commission. the National Exchange Carrier
Association. Inc. ("NECA") hired Erst and Young to conduct an independent audit of carrier-
reported adjustments to the common line revenue pool for 1988 and the first quarter of 1989.
On December 9. [991. NECA submitied to the Commission Ernst and Young’s report
("Adjustments Report").'

2. The independent auditor reported numerous apparent violations of the
Commission’s rules committed by the Bell Operating Companies, including BeliSouth
Tefecommunications, [nc. ("BellSouth”).* These apparent violations generally involve failures
1o keep accounts, memoranda and records in the manner prescribed by the Commission.

3. On March 3, 1995, the Commission released an Order to Show Cause’®
directing BellSouth to show cause why the Commission should not: (1) issue a Notice of
Apparent Liability for Forfeiture for apparent violation of Section 220(d) of the Communications
Act of 1934, as amended;* (2) require BellSouth to adjust its price cap indexes; and (3) require
BellSouth to improve its internal processes to bring them into compliance with Commission rules

' Letter to Robert A. McArton from Donna Searcy, 8 FCC Red 1315 (1993).

* On January |, 1992, the former BellSouth operating companies, Southern Bell Telephone and Telegraph
Co. and South Central Bell Telephone Co., were merged into BeliSouth Telecommunications, Inc.

* BellSouth Telecommunications, Inc., Order 1o Show Cause, 10 FCC Red 5637 (1995) (Order to Show
Cause).

* 47 US.C. § 220(d).
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and orders.

4. On May 2, 1995, BellSouth responded to the Commission’s Order to Show
Cause and contested and denied each of the NECA audit report findings listed in the
Commission’s Order. By public notice dated June 20, 1995, the Common Carrier Bureau invited

public comment on BellSouth’s response.’ Only MCI Telecommunications Corporation filed
commcnts, and BellSouth replied on September 11, 1995.

5. This Commission and BellSouth have reached an agreement with respect

to these audit findings. The terms and conditions of this agreement are contained in the attached
Consent Decree.

6. We have reviewed the terms of the Consent Decree and evaluated the
circumstances of the case. We believe the public interest would be served by approving the
Consent Decree, the terms of which are incorporated herein by reference.

7. Accordingly, IT IS ORDERED, pursuant to Sections 4(i) and 4(j) of the
Communications Act of 1934, as amended, 47 U.S.C. §§ 154(i) and (j), that the Consent Decree,

incorporated by reference herein and attached to this Order, IS HEREBY ADOPTED, and the
Secretary shall sign such Consent Decree on behalf of the Commission.

8. IT IS FURTHER ORDERED that this Order is effective upon execution
of the Consent Decree by all parties to the Agreement.

9. IT IS FURTHER ORDERED that proceedings under the March 3, 1995
Order to Show Cause, 10 FCC Rcd 5637, ARE HEREBY TERMINATED.

FEDERAL COMMUNICATIONS COMMISSION

William F. Caton
Acting Secretary

’ Commission Sets Pleading Schedule In Show Cause Proceedings, Public Notice, 10 FCC Red 10939
(1995).
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Before the
Federal Communications Commission
Washington. D.C. 20554

[n the Matter of

The BellSouth Telephone
Operating Companies

AAD No. 93-148

CONSENT DECREE

1. This is a Consent Decree entered into by the Federal Communications
Commission ("Commission") and BellSouth Telecommunications, Inc. ("BellSouth™)
(collectively referred to herein as the "Parties™).'

2. The common line revenue pool is administered by the National
Exchange Carrier Association, Inc. ("NECA") and allows incumbent local exchange carriers
("LECs") to participate in a tariff filed by NECA that establishes uniform access rates on a
nation-wide basis for all participants. Monthly distributions from the pool are computed using
monthly revenue, expense and investment figures reported by the participating LECs. [Initially
the figures are only estimates, but in later months the incumbent LECs adjust them to actual
monthly figures. At the direction of the Commission, NECA hired Emst and Young to
conduct an independent audit of carrier-reported adjustments to the common line revenue pool
for 1988 and the first quarter of 1989. The Emst and Young audit report ("Adjustments
Report") included numerous audit findings against the Bell Operating Companies, including
BellSouth, concerning apparent rule violations and misconduct. These findings generally
involve failures to keep accounts, memoranda and records in the manner prescribed by the
Commission.

3 On March 3, 1995, the Commission released an Order to Show Cause
directing BeliSouth to respond to certain of the findings in the Adjustments Report.” On May
2, 1995, BellSouth responded to the Commission’s Order to Show Cause and contested and
denied each of the Adjustments Report findings listed in the Commission’s Order. By public
notice dated June 20, 1995, the Common Carrier Bureau invited public comment on

' On January 1. 1992, the former BellSouth operating companies. Southern Bell Telephone and Telegraph Co.
and South Central Bell Telephone Co., were merged into BellSouth Telecommunications, Inc.

* BellSouth Telecommunications, Inc., Order to Show Cause. 10 FCC Red 5037 (1995) (Order 10 Show Cause).
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BellSouth’s respanse.” Only MCH Communications Corporation filed comments. and
BellSouth replicd on September 11, 1995 The positions of the parties 1o this consent decree

are as tollows:

(a)

Q)

The Commission found that BellSouth’s actions appear to be
inconsistent with its statutory obligation to maintain its accounts,
records. and memoranda as prescribed by the Commission. Generally.
the Commission tound that BellSouth had apparently misstated or
miscalculated interstate costs and revenues from January 1988 through
March 1989. The Commission’s specific findings included:

(i)

(i)

(i)

The Commission tound that BellSouth’s calculation of Cash
Working Capital apparently violated Commission rules.
improperly using average daily cash balances instead of required
minimum bank balances.

The Commission found appartent violations of its rules because
BellSouth failed to separate correctly its investment in
information origination/termination equipment costs in apparent
violation of Part 36 of the Commission’s rules.’

The Commission found a number of other apparent violations of
its rules. including BellSouth’s failure to provide adequate
documentation to support numerous revenue and cost
adjustments. and its improper inclusion of presubscription
revenues for the predesignation of interexchange carriers in
Account 5081. End user revenue. The independent auditor also
noted that a BellSouth operating company incorrectly reported an
accrual adjustment to NECA resulting in overstatement of
common line revenues which would apparently violate Section
69.605 of our rules.*

BellSouth responded to the Order 1o Show Cause contesting liability on
all counts. and asserting that no price cap index adjustment was

* Commission Sets Pieading Schedule in Show Cause Proceedings. Public Notice. 10 FCC Red 10939 (1995).

* 47 C.FR. Pant 36.

# 47 C.F.R. § 69.605.
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appropriate or lawtul.” BellSouth contests all tindings in the
Adjusiments Report and the Commission’s Order 10 Show Cunuse. on the
totllowing grounds:

W Due to its etficient cush management practices, its average daily
cash balance was. in fact. the minimum bank balance that
BellSouth could maintain and still operate its business.
BeliSouth also consends that its average daily cash balance
represented investor supplied funds that were used and useful in
the operation of its business. and that BellSouth was legally
entitled to include such amounts in its rate base. BellSouth also
argues that it had followed a uniform practice of including its
average daily cash balance in its rate base since 19777

(i)  BellSouth used direct assignment in pood faith and in reliance on
the Commission’s stated policy of favoring direct assignment
whenever possible. BellSouth argues that the information
origination/termination equipment in question was directly
associated with the provision of special access service, and direct
assignment represented a more cost-causative approach than
alocation of a portion of these costs to common line.!

(iii))  During the transition from Part 67 to Part 36 separations rules,
an input error occurred that affected the separations factors for
cable and wire facilities in the states of Alabama, Louisiana and
Mississippi. As a result, the interstate revenue requirement was
overstated by approximately $1 million and the intrastate revenue
requirement was understated by the same amount. BellSouth
contends that the impact of the error ceased with the introduction
of a new basic factor for these three states on July 1, 1990 and
that the error did not affect BellSouth’s initial price cap indexes.’

(iv)  The independent auditor identified 22 instances in which it

* BeliSouth Response to Order to Show Cause, filed herein May 2, 1995, BellSouth Reply Comments, filed
herein September 11, 1995.

7 BelilSouth Response to Order 1o Show Cause, at 6-16.
' Id at 16-26.

* Id at 26-31
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concluded that BellSouth provided inadequate documentation
and, based on this, the Order to Show Cause tentatively found
that BellSouth failed to maintain adequate controls to comply
with Part 32. BellSouth states that the independent auditor
reviewed over 3,000 adjustments to the common line pool.
BellSouth also states that there was no suggestion by the auditor
that the entries in question were erroneous: these were
documentation issues only and the items cited as documentation
errors were extremely minor and in many cases BellSouth has no
business reason to maintain formal documentation for the
particular types of transactions in question.'

(v) A human error occurred in which a $169,000 accrual adjustment
was reported with the wrong sign, resulting in BellSouth
overstating common line revenue in September, 1988 by
$338,000. BellSouth therefore under-recovered from the
common line pool in this amount. The Order 10 Show Cause
cites this error as an example of allegedly deficient internal
controls. BellSouth asserts that this was a case of simple human
error that did not recur and had no impact on BellSouth’s initial
price cap indexes.

(vi)  BellSouth states that the rules for the treatment of
presubscription revenues for the predesignation of interexchange
carriers were never clear. While BellSouth now agrees to accept
the interpretation of Ernst and Young that these revenues were
more properly associated with switching and therefore should be
excluded from common line pool reporting, BellSouth could find
no authoritative interpretation from the period under review that
specified the proper treatment of these revenues. BeliSouth
asserts that the rules were ambiguous and that BellSouth made a
good faith interpretation of the rules to determine the proper
treatment of these revenues. In any event, presubscription
revenues are excluded from price caps.'!

4. The Commission and BellSouth agree that the expeditious resolution of
issues raised by the Adjustments Report and the Commission’s Order to Show Cause in

' Id at 31-39.

"' 1d, at 43-47
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accordance with the terms of this Consent Decree is in the public interest.

5. Accordingly. and in consideration of the agreement of the Commission
and BellSouth to conclude action on the Order to Show Cause on the terms set forth in this
Consent Decree, BellSouth agrees to act as specified below:

(a) BellSouth agrees to correct any past accounting and recordkeeping
deficiencies that might have caused the apparent violations set forth in
paragraph 3 of this Consent Decree;

(b) BellSouth agrees to establish procedures to prevent the specific apparent -
deficiencies from recurring in the future;

(©) BellSouth agrees not to include revenues from customers for the
predesignation of their primary interexchange carrier in Account 5081,
and shall instead include these revenues in Account 5082, in compliance
with the Commission’s rules;"

(d) BellSouth agrees to conduct an independent audit of its internal
accounting controls as specified in Attachment A of this Consent
Decree;

6. In the event BeliSouth fails to comply with the requirements set forth in
paragraph § and Anachment A of this Consent Decree, the Commission reserves the right to
pursue legal action against BellSouth. If BellSouth complies with the terms set forth in
paragraph 5 and Anachment A of this Consent Decree, then the accounting treatments,
procedures and documentation adopted in compliance with paragraph 5 and Attachment A
shall be regarded by the Commission as presumptively reasonable and lawful. The
Commission, however, reserves its rights under law to change accounting requirements
prospectively and retroactively as Jong as no penalty attaches to such retroactive application.
Likewise, BellSouth shall be authorized to make changes to its accounting treatments,
procedures and documentation to implement or reflect changes in the law or rules or waivers
of the Commission’s rules, and shall not thereby be in violation of any part of this Consent
Decree.

7. In light of BellSouth’s covenants and representations contained in
paragraph 5 and Attachment A of this Consent Decree, and in express reliance thereon, the
Commission has issued a final order formally authorizing the Secretary to execute this
Consent Decree ("Consent Decree Order”) without change, addition or modification and

'* See 47 C.F.R. §§ 32.5081 and 32.5082.
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without a finding of wrongdoing, violations or liability by BellSouth and further agrees not to
begin. on the motion of the Commussion or its staff, any proceeding formal or informal,
concerning matters that were the subject of the Adjustments Report. Nothing herein.
however. shall preclude the Commission from using the information underlying the findings
and observations in the Adjustments Report for other lawful regulatory purposes provided that
BeliSouth shall have all opportunities afforded by law to contest that use and that information.

) 8. BellSouth admits the jurisdiction of the Commission to adopt this
Consent Decree.

9. BellSouth waives any rights it may have to judicial review, appeal or
rights otherwise to challenge or contest the validity of the Consent Decree Order, provided the
Commission adopts this Consent Decree without change, addition or medification.

10.  The Parties agree not to engage in conduct inconsistent with the terms
of this Consent Decree. The Parties may comment publicly, however, on the nature of the
(C~nsent Decree, and the merits of their respective positions, after it has been adopted by the
Commission.

11. It is understood that BellSouth’s agreement to this Consent Decree does
not constitute an adjudication of any factual or legal issues or an admission by BellSouth of
wrongdoing, violations or of any inconsistency between its position, on the one hand, and. on
the other hand, (i) the Communications Act of 1934, as amended, and (ii) the rules and
policies of the Commission. As a result, BellSouth shall not be precluded or estopped from
litigating de novo any and all of the issues subject to this Consent Decree in any forum,
except as provided herein.

12.  The Parties agree that this Consent Decree and the Consent Decree
Order may not be used in any fashion by either of the Parties to this Consent Decree in any
legal proceeding except as set forth in this Consent Decree.

13.  Adoption by the Commission of this Consent Decree shall conclude
action in the proceeding commenced by the Order 10 Show Cause, 10 FCC Red 5637, and the
Adjustments Report without a finding of wrongdoing, violations or liability on the part of
BellSouth. The Parties agree that the effectiveness of this Consent Decree is expressly
contingent upon issuance of the Consent Decree Order described herein, and compliance by
BellSouth with the terms of this Consent Decree. If this Consent Decree is not signed by
BeliSouth and the Commission, or is otherwise rendered invalid by any court of competent
jurisdiction, it shall become null and void and may not become part of the record in this
proceeding.
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14, If the Commission brings an action in any court of competent
jurisdiction to enforce the terms of the Consent Decree order or the Consent Decree,
BeliSouth agrees that it wili not contest the validity of either the Consent Decree Order or the
Consent Decree. will waive any statutory right to contest the validity of the Consent Decree
Order or this Consent Decree through a trial de novo, and will consent to a judgment
incorporating the terms of this Consent Decree without change, addition or modification
provided, however, that the Commission has complied with all of its obligations under the
Consent Decree.

15.  This agreement may be signed in counterparts.

FEDERAL COMMUNICATIONS COMMISSION

By: Z‘Z\;ML' - 2 fzt

Acting Secretary

Signed this 2 lstday of October, 1996

BELLSOUTH TELECOMMUNICATIONS, INC.

By: 7/]‘—'—- JA/(

fts Vete - Pon. /G,..Q;ﬁ.ﬂ(] (Title)

(-4

Signed this & 798 day of October, 1996
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